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The quest for inclusive growth

Radical economic transformation

"What do we mean by radical socio-economic transformation? We mean
fundamental change in the structure, systems, institutions and patterns of
ownership, management and control of the economy in favour of all South
Africans, especially the poor, the majority of whom are African and female.

Twenty-two years into our freedom and democracy, the majority of black people
are still economically disempowered. They are dissatisfied with the economic gains
from liberation”.

“The skewed nature of ownership and leadership patterns needs to be corrected.
There can be no sustainability in any economy if the majority is excluded... In my
discussions with the business community, they accepted these transformation
imperatives.

Today we are starting a new chapter of radical socio-economic transformation.

We are saying that we should move beyond words, to practical programmes. The
President Jacob Zuma State will play a role in the economy to drive that transformation. In this regard,

His Excellency, The President of the government will utilise to the maximum, the strategic levers that are available to
Republic of South Africa the State.

This includes legislation, regulations, licensing, budget and procurement as well as
Broad-based Black Economic Empowerment charters to influence the behaviour of
the private sector and drive transformation”

“We are now stepping up our actions to deal with the other challenge, namely
economic concentration, where a small grouping controls most of the market.
During this year, the Department of Economic Development will bring legislation
to Cabinet that will seek to amend the Competition Act of 1998. It will, among
others, address the need to have a more inclusive economy and to de-concentrate
the high levels of ownership and control we see in many sectors. We will then table
the legislation for consideration by Parliament. In this way, we seek to open up the
economy to new players, give black South Africans opportunities in the economy
and indeed help to make the economy more dynamic, competitive and inclusive.
This is our vision of radical economic transformation.”

Excerpts from President Jacob Zuma’s State of
the Nation Address,
9 February 2017
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Preface: The time for radical action has come

This submission of the National Empowerment Fund (NEF) is in response to the
invitation by the Parliament of the Republic of South Africa through the Standing
Committee on Finance for written or oral submissions at public hearings that will
be held in March 2017 on the transformation of the financial sector.

Through this submission the NEF seeks to accomplish the following:

® Provide a perspective on the transformation journey of the financial sector;

® Analyse the ownership dynamics of financial service companies listed on the
Johannesburg Stock Exchange (JSE) in terms of Broad-Based Black Economic
Empowerment (B-BBEE) performance;

e Compare the Draft Amended Financial Sector Code (Draft Amended FSC) against
the Amended Codes of Good Practice (the Codes) and the 2012 FSC;

® Propose improvements to the Draft Amended FSC;

e Recommend practical and measurable actions for the transformation of the

financial services sector, and
e Mobilise consensus and action towards the establishment of a Black Bank that
is owned, managed and controlled directly by black people.

In particular, the NEF wishes to see improvements in the following key areas:
e Targeted Investment
® Transformational Infrastructure
Black SME Financing
Black agricultural financing
Affordable housing
e BEETransaction Financing and risk capital to support economic growth through

the support of the Black Industrialist Programme;
® Monitoring and Evaluation, and
® Transformative competition.

The NEF, its investees, beneficiaries and stakeholders are confident that the financial
sector will agree that the time for united and radical action for inclusive growth,
has come.

Ms Philisiwe Mthethwa,
Chief Executive Officer, NEF
March 2017
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1. Introduction

In February 2017 the Hon. Yunus Ismail Carrim, MP and Chairperson of the Standing Committee on Finance, as well as the

Hon. Joan Fubbs, MP and Chairperson of the Portfolio Committee on Trade and Industry, issued the following public invitation:

“The Standing Committee on Finance (SCOF) hereby invites members of the public, interested and affected parties and

stakeholders to make comments on the transformation of the Financial Sector. This will include a focus on its deracialisation;

high level of monopoly; progress on implementation of the Financial Sector Charter and other related matters.”

2. About the NEF

Established by the National Empowerment Fund Act No. 105
of 1998, the NEFis a driver and a thought-leader in promoting
and facilitating black economic participation through the
provision of financial and non-financial support to black
businesses, as well as by promoting a culture of savings and
investment among black people.

As the only Development Finance Institution (DFI) that is
exclusively mandated to grow black economic participation in
South Africa, the NEF makes this submission inspired by the
recognition of the historic imperative for a just, progressive
and enabling policy regime that will help the financial sector
to accelerate transformation and to bridge the economic
divide.

Among its many milestones the NEF has approved 839
transactions worth more than R85 billion for black-owned and

managed businesses across the country, since its capitalisation
by Government to the tune of R2.4 billion between 2005 and 2010.
Through its funding activities the NEF has supported in excess of
89 000 jobs countrywide, and has implemented programmes to
provide investor education, business-planning, entrepreneurship
training, incubation and mentorship support for the benefit of black
communities and entrepreneurs countrywide.

As an early proponent of efforts to support the emergence of
blackindustrialists, the NEFhasdeveloped over 20strategicand
industrial projects in partnership with local and international
partners across sectors identified in both the Industrial Policy
Action Plan and the National Development Plan, spanning
Renewable Energy, Mineral Beneficiation, Agro-processing,
Information and Communication Technology, Infrastructure
and Tourism. The projects are valued in excess R20 billion and
have the potential to support a further 86 500 jobs.

4o
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3. Journey of South Africa's economic transformation

It could be argued that transformation in South Africa began
as early as 1990 with the unbanning of political movements
and between 1990 and 1994, the extensive apartheid laws
were repealed and finally in 1994, a democratically elected
Government was put into power by the will of the people.

However, the deep economic divide across racial lines is a

legacy that demands effective and lasting resolution. Black

3.1. Financial Sector Charter timeline

In January 2004, the Financial Sector Charter came into effect
as a transformation policy based on the terms of the Broad-
based Black Economic Empowerment (B-BBEE) Act (53 of
2003).

This came about as a voluntary agreement by all National

Figure 1 depicts the FSCimplementation timeline:

people in South Africa still live with too many of the reminders
of apartheid policies, match box houses, poor infrastructure
in the townships, lack of access to decent education and
job opportunities as well as systematic exclusion from the
economic mainstream, to cite but a few.

Economic Development and Labour Council (NEDLAC)
members in 2002. NEDLAC is a multilateral social dialogue
forum which brings together Government, business, labour
and members of the community in order to promote social
and economic integration and access to the financial services
sector.

Financial Sector Summit and Agreements - NEDLAC agreements on transformation in the financal sector

Amended Codes of Good Practice Gazetted with 18 month transition period

1994 RDP - ANC Promises to deliver 1 million houses post 1994

1995 Botshabelo Accord - Encourage banks to finance homes in townships

2000 Community reinvestment Bill - legislate targets for low-income housing financing
2002

2003 Financial Sector Charter Signed ~ BEE Act Drafted

2004 BEE Act Gazetted

2004 BEE Codes Gazetted

2007 FSC Phase 1 Draft Code issued for public comment Codes of Good Practice Gazetted
2012 FSC Phase 2 Draft Code Issued for public comment FSC Phase 2 Code Gazetted
2013 Amended B-BBEE Act Gazetted

2015 Amended Codes of Good Practice Implemented

2016

Figure 1: FSC Charter timeline

FSC Phase 3 Draft Code issued for public comments  Office of Commissioner for B-BBEE starts operations
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e The Financial Sector Charter (FSC) came into effect in
January 2004 and was the first voluntary BEE Charter
that represented commitment from an entire sector of
the economy to transform the financial services industry
in line with the B-BBEE Act with the primary objective of
reducing inequalities across the economy.

e As indicated above, the B-BBEE Codes of Good Practice
were gazetted in 2007, four vyears after the Act was
gazetted. The Codes were gazetted under section 9(1) of
the B-BBEE Act and this gave the codes a superior legal
status to that of the charters gazetted under section 12.

e From 2007 to 2011 the Charter constituencies were
engaged in discussions to align the FSC to the Codes with
the aim of gazetting the FSC under section 9 of the Act to
have the same legal status as the Codes.

® |n December 2011 phase 1 of the draft sector code
was gazetted for public comment. In November 2012 a
Financial Sector Code was gazetted under section 9 (1) of
the Act.

3.2. Key objectives in respect of the financial sector code

The financial sector code measures transformation in respect
of the pillars of the generic codes, and these are ownership,
management control, skills development, enterprise and
supplier development and socio-economic development. In
addition to these pillars, the FSC also introduced two pillars,
empowerment financing and access to financial services.

The focus of these two pillars is on making financial services
accessible to the previously unbanked and underserved, as
well as empowering the previously disenfranchised through
the provision of affordable housing, financing of black SMMEs
and rural entrepreneurs through agricultural financing, and
investing in various forms of transformational infrastructure
to create the necessary platform to grow the economy on an
equitable basis.

In 2003 the Black Economic Empowerment (BEE) Strategy
document was drafted to provide clarity and certainty about
Government's approach to BEE. It represented a call to action
for all sectors of South Africa's economy to take active steps
to contribute towards the process of BEE implementation.

In 2007 the Codes of Good Practice on B-BBEE (“The Codes")
were gazetted. They were addressing the broader aspects of
BEE, being:

a. Ownership;

b. Management;

c. Employment equity;

d. Skills development;

e. Preferential procurement;

f. Enterprise development; and
g

. Socio-economic development.

9 NEF submission to the Parliament of the Republic of South Africa,
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It is through these Codes that the transformation targets

were clarified and therefore, companies could be measured

on

their commitments on transformation on an equitable

basis. Whereas, the Financial Sector Charter (the Charter)
came into effect in January 2004 as a result of a voluntary

offer to develop an industry transformation charter by the

financial sector.

As indicated in Figure 1, the Codes were gazetted in 2007,

four years after the Black Economic Empowerment Act
(BEE Act) had been gazetted. The Codes were gazetted
under the BEE Act therefore have a superior legal status

to that of the charters. From 2007 to 2011, the Charter
constituencies were engaged in discussion to align
the Charter to the Codes with the aim of gazetting the
Charter under section 9 of the BEE Act to have the same
legal status as the Codes.

In December 2011 phase 1 of the draft sector code was
gazetted for public comment.

In November 2012 a Financial Sector Code was gazetted
under section 9 (1) of the Act.

10
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4. Summary B-BBEE performance of JSE listed financial services

companie€s

It appears that the achievements of the sector are a far cry from
the targets set by the 2012 FSC and further undermine the efforts

and aspirations of the Codes, as evidenced by the following:

LLFY sample analysis of the top 17 financial services companies by

market capitalisation as listed on the JSE shows underperformance
against the set 2012 FSC target of 10%. The findings of the

"
analysis indicate that the black ownership achieved is 6.0%

4.1. Ownership

A sample analysis of the top 17 financial services companies
by market capitalisation as listed on the JSE shows
underperformance against the set 2012 FSC target of 10%.
The findings of the analysis indicate that the black ownership
achieved is 6.0% as extensively highlighted in Table 1.

4.2. Empowerment financing

Claims by the majority of the financial institutions indicate
that they have complied with the empowerment financing
element. However, the claims cannot be validated due to
poor reporting and the absence of effective monitoring.
Furthermore, there are four (4) sub-elements toempowerment
financing being:

e transformational infrastructure;

e Dlack SME financing;

® black agricultural financing; and

e affordable housing.

Financial services companies would earn twelve (12) points
in respect of the R122 billion which has been split between
the banking sector (R80 billion) and the Long Term Insurance
Sector (R42 billion). However, financial institutions have
enjoyed the liberty of cherry picking their preferred sub-
element of empowerment financing to the detriment of

Furthermore, the methodology of computing the ownership
target is based on 2010 baseline market capitalisation as per
the 2012 FSC. It would be instructive to use current market
capitalisation data on an ongoing basis as this would provide
accurate and up to date figures.

" Claims by the majority of the
financial institutions indicate that they
have complied with the empowerment
financing element. However, the
claims cannot be validated due to poor
reporting and the absence of effective
monitoring.""

others as most financial institutions are more likely to utilise
Government-backed securities and financial instruments in
fulfilment of empowerment financing. In fifteen (15) years
the R122 billion baseline target set in 2002 has neither been
adjusted for inflation nor to meet the considerable needs of
empowerment financing.

12 NEF submission to the Parliament of the Republic of South Africa,
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4.3. Access to financial services

The 2012 FSC set a specific target of R47 billion regarding BEE
Transaction Financing. However, this amount is also based
on the 2002 baseline and doesn't provide for inflationary

increases as well as population and economic growth.
Furthermore, the amount has not been adjusted to cater for
the growth in assets held by the respective participants.

4.4. Shortfalls of the traditional B-BEE funding structures

In 1993, one of the first Black Economic Empowerment (BEE)
transactions was concluded when Sanlam sold Metropolitan Life
to a black-owned consortium that led to the establishment of
New Africa Investments Limited (NAIL). This signaled the wave of
BEE transactions which typically focused on ownership by black
people and some limited level of control through non-executive
directorships by black people. Below is a synopsis of the typical
BEE deals of the past:

® The majority of transactions were done at the peak of the
economy and concluded on the basis of high valuations that
obviously increased the repayment amounts.

e Many of the transactions entered into between 1990 and
1998 were highly geared (over indebted) such that the
real beneficiaries of these transactions were the financial
institutions that funded them.

e There was high reliance on value realisation from share price
increases and not the cash flows of acquired companies.

The global financial crisis of 1998 proved to be too much

of a challenge to this model of equity structuring as black
shareholders found themselves in a precarious position as
they held more debt in these structures than the value of
equity realised when global markets crashed.

e The shares in the hands of black people that had been held
as security (guarantees) for the debt raised from the funders
depreciated due to adverse market movements, resulting
in capital calls to maintain the adequate assets (collateral
to maintain the level of security required).  Black people

historically do not have access to capital and therefore they

would not be able to financially respond to the capital call
requirements, leading to the dilution of the acquired shares

in the transactions.

Figure 2 and Figure 3 below depict the typical scenarios where
black shareholders entered into a transaction in the early days
of BEE where deals would be under water (where value of debt
raised is higher than the value of the shares purchased) for long
periods but the companies would recognise BEE points even
though the BEE shareholder did not realise any form of value:

13 NEF submission to the Parliament of the Republic of South Africa,
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Loan Value

No Capital Repaid Deal out of the money
throughout duration BEE Loan ® Refinance
of the loan ® Take back shares

140
120
100 — . Loan

80 — . Interest
60 — Capital

Repayment

40 — . Dividend
20 -

0 =

1 2 3 4 5

—

ear

N

Effect on Company Effect on Black Shareholder
Full BEE points ajlocated on day 1 No flow of Economic Benefits throughout loan period
Company increases business due to BEE credentials No benefit from companies increased business

Figure 2: Early BEE deal structures
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The requirements of the codes in respect of ownership and
in particular the requirement to measure the proportion of
the debt-free portion of equity in the hands of black people
allowed for alternative funding mechanisms to be employed
so that black shareholders could derive value during the life
of the transaction. This saw a move from share appreciation
to cashflows driven structures.

The black shareholder's ability to service the debt linked
to their shares relied on receiving dividends for the shares
purchased and this therefore meant that they were at the
mercy of the dividend policies of the companies.

The ring-fencing of the debt to Special Purpose Vehicles
(SPVs) when funding shares purchased by black shareholders
was a clear misalignment to the original intent of BEE. Where
the target company is not financially exposed to the debt
raised for the acquisition of the black shareholder's portion
of equity, they are less likely to have dividend policies that
allow the repayment of acquisition debt at a quicker pace.

The introduction of the concept of net value (debt-free
portion of equity in the hands of black people) in the 2007
codes addressed to some extent this misalignment as full
points on the ownership scorecard could not be allocated
where the debt remained unpaid.

BEE Equity Interest and Loan

160

140
£ 120
o
-

100 —
"g 4 . Value of Equity
o
L —
96 80 . Loan
v
;?5 60 — . Interest

40 _ Capital

Repayment
20 |
0
1 2 3 4
Year

Figure 3: Effect of B-BBEE Codes provisions
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4.5. Analysis of transformation of the JSE-listed financial sector companies

The Most Empowered Companies Survey published annually
since 2004 has shown some level of transformation on the basis
of verified scorecards of companies listed on the JSE. Since 2009,
these companies have been consistently featuring in the top 10

the Codes have higher targets than the 2012 FSC. The focus of
this report in respect of transformation in the financial sector is
based on data relating to JSE-listed companies for which such
data was readily available.

of these results with one or more of the banks being ranked in
the top 3 consistently. This can be attributed to the application  In 2015, the Financial Sector Charter Council commissioned a
by companies in this sector of the FSC 2012. report to assess the B-BBEE ownership position of large firms in
the financial sector, an extract of the updated (as at 31 December
2016) outcome of this study by Intellidex (Pty) Ltd as depicted in

Table 1.

However, it is important to note that these companies have and/
or would have performed poorly against the Codes, because

Table 1: (Top 17 FSC Ranked Companies by Market Capitalisation updated as at 31 Dec 2016)

LIVE/ COMMUNITY /
STAFF STRATEGIC

COMPANY NAME MARKET CAP. DATE OF DEAL DATE OF SCHEMES PARTNERS CHARITY TOTAL VALUE TARGETED ACHIEVED

(Billion) START VALUATION CONCLUDED!! ©~ = . SCHEME (Billion) (%) (%)

——————— (Billion) (Billion) (Billion)

FIRSTRAND LIMITED Jun-2005 Dec-2014 Concluded
fﬁn[\‘E%ARD BANK GROUP R245.2 Oct-2004 Dec-2014 Concluded R4.37 R4.36 R2.18 R10.91 10% 4%
OLD MUTUAL LIFE
ASSURANCE COMPANY R 168.4 Aug-2005 Dec-2014 Concluded R 4.60 R2.10 R1.20 R7.90 10% 5%
(SOUTH AFRICA) LIMITED
The South African
Operations of Barclays R 143.8 Jul-2004 Nov-2012 Concluded - R2.58 - R2.58 10% 2%
Africa Group Limited (ABSA)
SANLAM LIMITED R139.5 Apr-2004 Mar-2014 Concluded - R7.92 R6.48 R 14.39 10% 10%
NEDBANK' LIMITED R118.7 Jun-2005 Dec-2014 Concluded R2.18 R1.74 R1.57 R 5.50 10% 5%
RVH R94.7 Dec-2011 Dec-2014 Live - R9.88 - R9.88 10% 10%
CAPITEC BANK LIMITED R 80.4 Jun-2005 Dec-2014 Live R0.73 R3.13 - R 3.86 10% 5%
DISCOVERY LIMITED R74.3 Sep-2005 Dec-2014 Live R0.59 R1.81 - R2.40 10% 3%
RMI R59.2 Dec-2011 Dec-2014 Live - R7.10 - R7.10 10% 12%
INVESTEC LIMITED R 59.0 Apr-2003 Aug-2011 Concluded R0.47 R1.42 - R 1.89 10% 3%
MMI HOLDINGS LIMITED R37.3 Jul-2005 Mar-2012 Live R0.45 R2.96 - R3.41 10% 9%
LIBERTY HOLDINGS LIMITED R31.7 Oct-2004 Dec-2014 Concluded R0.93 R0.95 R0.46 R2.34 10% 7%
SANTAM LIMITED R27.2 Mar-2008 Feb-2015 Concluded R0.53 R0.33 R0.28 R1.14 10% 4%
CORONATION R24.5 Apr-2005 Feb-2013 Concluded - R 1.65 - R 1.65 10% 7%
JSE R14.3 Jun-2006 Dec-2014 Concluded - R0.08 R0.30 R0.38 10% 3%
ALEXANDER FORBES R10.4 Apr-2003 Jun-2007 Concluded R0.14 R0.16 R0.04 R0.35 10% 3%

'Concluded refers to transactions where the vesting period has been fulfilled and the black shareholders are no longer

bound by lock-ins

16 NEF submission to the Parliament of the Republic of South Africa,
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e The market capitalisation, as at 31 December 2016, of
the 17 financial services companies identified above
totals R1,6 trillion. The values of transactions in these
companies, live and concluded, were measured in the
study to be approximately R98 billion in total.

e This equates to approximately 6.0% of the market
capitalisation at 31 Dec 2016 of the value of transactions
concluded to date in the sector for BEE purposes.

e The FSC code allows for equity enhancements including
investments made by institutional investors using public
funds (mandated investments), exclusion of foreign
operations, modified flow through adjustments, etc. These
enhancements lead to the recognition of higher black
ownership than what is actual equity held by a measured
entity.

e At least half of these transactions were concluded on
behalf of strategic partners with the balance shared
between staff schemes and community schemes.

® From the data gathered, FirstRand and Sanlam had the
largest value of transactions concluded on behalf of
communities (totalling R21 billion) and these transactions
were both concluded in 2014.

e The question remains whether or not there has been any
real value realised by the communities for whom these
deals were structured. The majority of these shares in
respect of these community structures are housed in
trusts which may result in value leakage in relation to the
accrual of benefits to the ultimate beneficiaries as there
are costs associated with the running of these trusts.

e The staff schemes are for the benefit of employees, and
this may include management and directors in some
instances and may be perpetuating inequality where the
benefits are weighted favourably towards higher earning
employees vs. lower skilled workers and lower income
earners.

In the 2016 calendar year, no new major transactions were
entered into in this sector, while the majority of transactions
entered into in 2005 have since concluded with the typical
10-year lock-in periods having expired. This means that
those companies that do not have active transactions may
be benefitting from the Once Empowered Always Empowered
(continuing consequences) principle.

The 2016 Most Empowered Companies' survey released by
Empowerdex, revealed those financial institutions which
must fulfil the requirements for empowerment financing
are by and large scoring full points. Contributions to this
pillar of the financial sector code are geared towards
transformational infrastructure, mostly financing projects
that support economic development in the country.

a. The aggregation of the score allows for the financial
institutions to opt for those products that are perceived
lower risk and reduces the likelihood for funding of
rural entrepreneurs, new industries and black SMMEs in
general. In order to see real impact in this area of the
scorecard, it would be necessary to split out the combined
target of R75 billion (in the banking and long-term
insurance sector) amongst the different sub-pillars and
allocate a higher target for Black SME Financing and black
agricultural financing, for example 60% of the target.

b. Thedraft FSC has set aside R47 billion (combined target for
banks and long-term insurers) for transaction financing
and risk capital support for the black industrialisation
programme. The funds are still loans that need to be
repaid with interest.

It is difficult to conclusively quantify the proportion of

funding raised by the financial institutions towards each of

the four (4) empowerment financing sub-pillars and a full
research study would need to be conducted to provide this
granular level of data.

Although the codes went a long way in addressing the

need for transformation, the slow pace of change remained

a challenge as more and more of the population rightly

remained disgruntled at being left out of the transformative

process.

Section 1 (c) of the BEE Act was gazetted with its objectives

clearly outlined to facilitate broad-based black economic

empowerment by:

a) promoting economic transformation in order to enable
meaningful participation of black people in the economy;

b) achieving a substantial change in the racial composition
of ownership and management structures and in the
skilled occupations of existing and new enterprises;

¢) increasing the extent to which communities, workers,

17 NEF submission to the Parliament of the Republic of South Africa,
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e)

18

cooperatives and other collective enterprises own and
manage existing and new enterprises and increasing their
access to economic activities, infrastructure and skills
training

increasing the extent to which black women own and
manage existing and new enterprises, and increasing their
access to economic activities, infrastructure and skills
training;

promoting investment programmes that lead to broad-

based and meaningful participation in the economy by
black people in order to achieve sustainable development
and general prosperity;

empowering rural and local communities by enabling
access to economic activities, land, infrastructure,
ownership and skills; and

promoting access to finance for black economic

empowerment.

NEF submission to the Parliament of the Republic of South Africa,
Standing Committee on Finance (Transformation of the Financial Sector) March 2017
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5. Comparison of the Codes and the Financial Sector Codes

Within four years of the pronouncement of the BEE Act, the
Codes of Good Practice on Broad-Based Black Economic

Empowerment were gazetted and introduced the measurement
criteria of the focus areas of the Act.

Figure 4: below summarises the pillars of the codes in terms of the codes of good practice as gazetted in 2007.

® Transformtion of board and
€xco

increase black ownership on
a sustainable and viable
basis

measures

Voting Rights (25%¢+1 vote)

Economic Interest (25%)

Net Value (realisation)

Opportunity Management

Ownership 3 Sariine]

® Procurement from black
suppliers and B-BBEE
Suppliers

Enterprise
Development

Procurement

Figure 4: Pillars of the Codes of Good Practice on B-BBEE

5.1. Analysis of the revised FSC

When comparing the Revised 2016 FSC against the Codes
as well as the 2012 FSC, it is evident that the Revised 2016
FSC codes undermine both the Codes and the 2012 FSC as
highlighted below:

a. Ownership

A fundamental deficiency of the charter is the lower 10%
target for direct ownership in the financial sector, which
compares unfavourably with the 25% target in the Generic
BEE Codes. The draft FSC code allows companies to use
indirect ownership to meet the 25% ownership target. This
is not allowed under the BEE Codes. Indirect ownership
occurs where an institution or other investor owns shares in
a company on behalf of beneficiaries and there may not be
direct participation by the beneficiaries in the voting rights.
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b. Empowerment financing

The R122 billion target for Empowerment Financing is based
on the 2002 baseline and has not been reviewed nor has it
been adjusted to cater for inflationary increases, population
and economic growth. Furthermore, the amount has not
been adjusted to cater for the growth in assets held by the
respective participants.

The FSC allows for financial services companies to earn
higher points for pillars of the codes that relate specifically
to the industry, i.e. empowerment financing and access to
financial services (both discussed later in this document). The
empowerment financing scorecard applicable to banks and
life assurers is as follows:
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ble 2: FSC Empowerment financing targets

Targeted Investment

Long-term
insurers target

a. Transformational Infrastructure
b. Black SME Financing 12 points R 48 billion R 27 billion
c. Black agricultural financing
d. Affordable housing
BEE Transaction Financing and risk capital to support economic ) . .
3 points R 32 billion R 15 billion

g

rowth through black industrialisation

15 points

The banking and long term insurers' commitment to
targeted investments of R48 billion and R27 billion -
under the empowerment financing indicator - is too
low in an industry that had assets of R4.8 trillion in
September 2016. Commissioner Ntuli rightly asks whether
there is a need for such an indicator given that such
empowerment financing is an “ordinary business activity"
of banks, adding: "If lending is to be recognised it must
be at seriously preferential rates or conditions for black
people” Empowerment Financing is currently measured in

terms of a financial institution's aggregate contributions

higher target amongst the different sub-pillars and also
allocate a higher target for Black SME Financing and black
agricultural financing, for example 60% of the target.
Therefore, the NEF has strong reservations about this
indicator.

It is difficult to conclusively quantify the proportion of
funding raised by the financial institutions towards each
of the four empowerment financing sub-pillars and a full
research study would need to be conducted to provide
this granular level of data.

towards the following:

e Despite these contributions, the support provided to black
Transformational Infrastructure
Black SME Financing
Black agricultural financing
Affordable housing

SMMEs by funding institutions seems to fall through the
cracks and not enough support is provided to this sector
of the economy by financial institutions.

O O o o

c. Access to financial services
e There are currently 12 points allocated towards targeted  The 2012 FSC set a target of R47 billion regarding access to
investments, and most financial institutions are most  funding in terms of BEE transactional financing. However, this
likely to utilise the government bonds, which are low  amount is also based on the 2002 baseline and doesn't cater
risk instruments. From the data collected, the majority of  for inflationary increases, population and economic growth.
the financial institutions have achieved the 12 points in  Furthermore, the amount has not been adjusted to cater for

respect of R122 billion target set for the industry. the growth in assets held by the respective participants.
e The aggregation of the score allows for the financial  The problems that can be highlighted with the current FSC
institutions to opt for those products that are perceived  codes (2012 Gazette) can be summarised as follows:
lower risk and reduces the likelihood for funding of
rural entrepreneurs, new industries and black SMMEs in @ Some of the calculation methodology is not in compliance
general. In order to see real impact in this area of the with the codes. E.g. the measurement of the management

scorecard, it would be necessary to split out a much control pillar requires the use of the economically active
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population targets which principle seems to have been
left out of the draft FSC. This is critical given the low
representation by black people, in particular Africans, in
middle and senior management.

e Exempted Micro Enterprises and Qualifying Small
Enterprises which have met the qualifying criteria as
enterprise or supplier development beneficiaries are
recognised as beneficiaries even after they have exceeded
the turnover threshold for qualifying as valid beneficiaries
in the draft FSC - this impedes the introduction of
more beneficiaries as financial institutions continue to
recognise "non-qualifying” beneficiaries long after they
have ceased to qualify.

e The target for Targeted Investments for financial
institutions per the 2008 FSC BEE Performance Reporting
Guidance Notes was R122.5 billion and this remains
unchanged 15 years later.

e As part of the

radical economic transformation

programme, there should be alignment to the codes by
restricting the period in which financial institutions and
all other sectors can claim continuing consequences as
part of ownership. Currently, the claim under ownership is
restricted to the number of years that the BEE shareholder
was in place. This could, for example, be restricted to a
maximum of two (2) years to give the measured entity
time to find another black shareholder. Failure to find
such a black shareholder should result in penalties for the
measured entities.

e The current FSC code allows recognition of ownership on
the basis of the 2010 valuation of the measured entities.
This gives the financial institutions undue advantage
over other sectors as the ownership percentages will
be favourable for the financial sector while companies
in other sectors are required to apply the most current
valuation and are therefore disadvantaged when
compared to financial services companies.

5.2. Once Empowered Always Empowered principle conundrum

The Chamber of Mines has approached the High Court for
a declaratory order to provide guidance on the principles
applicable to the assessment of the ownership pillar of the
mining sector, particularly in response to the consequences of
deals concluded in the earlier phases of BEE. The Department
of Minerals and Resources ("DMR") was in agreement with
the approach of seeking court resolution.

The application was brought about due to concerns that
the DMR intended to exclude empowerment ownership
transactions post-2004, which was when the Mining
Charter pursuant to the Mineral and Petroleum Resources
Development Act  (MPRDA) introduced, where
historically disadvantaged South Africans ("HDSA") have sold
their participation.

was

The Chamber is of the view that excluding such transactions
would be prejudicial to mining companies and would
undermine the sustainability of the sector. Post 2004, many
mining companies entered into transactions that afforded
historically disadvantaged South Africans the opportunity to
acquire equity on terms that were beneficial to such parties.

In many instances these shareholders sold their shares at a
later point in time resulting in a dilution of the shareholding
held previously by HDSAs in the mining companies.

The Chamber argues that the ability of the HDSA shareholders
to sell their equity constitutes meaningful ownership and
meets the objectives set out in MPRDA and the Mining
Charter. The Chamber further says that requiring mining
companies to enter into new transactions, which would also
be on beneficial terms, and to do so retrospectively - would
be unfair.

The Chamber is further of the view that the consequence
of the DMR's approach would be to cause indefinite lock-
ins and that this would be contrary to the objectives of the
MPRDA. The Chamber considers that, for as long as the
HDSA shareholders are able to freely dispose of their shares,
the fluctuation of HDSA ownership in mining companies is
inevitable.

This matter is yet to be finalised. The decision will be a game
changer as the implications are hugely significant across
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all sectors of South Africa, and the financial services sector
will not be immune to this. A ruling in favour of "once
empowered, always empowered" principle will constitute a
reference point for companies operating in different sectors.

Issues of transfer pricing have not been investigated at length,
€.g. some mining companies have dual listings or they set up
other companies offshore and they would sell the commodity
at cost and realise the profits at offshore companies when
they sell offshore at real prices.

As a result of this the mining companies in South Africa
would have lower profits and thus would be unable to pay
dividends. Some companies would initiate BEE transactions
at their subsidiary level while the holding company continues

charging management fees that divert benefits (profits) and

leaving the BEE parties at subsidiary divided high and dry,
while not being able to service the debt that was used to
finance the acquired shares.

The BEE Commissioner, in the 2nd Edition of their newsletter,
drew a distinction between the concept of “once empowered
always empowered" and the continuing recognition principle.
The main difference being that the Generic Codes provide
guidelines on how to measure this recognition, including
limiting the amount of years it can be recognised for, limiting
the points on the scorecard to 40% of total ownership points,
and that the value created for black participants is taken
into account when assessing the applicable percentage
and points derived from the sale of shares by a black
participant. These principles are contained in the FSC
sector code.
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6. Rationale for the establishment of a black-owned bank

[t is evident that the financial services sector is unable, or
unwilling, to meet the needs of the majority of the people.
This therefore warrants for a radical shift on how black people,
supported by Government, should lead in the establishment of
an alternative offering by establishing a directly black-owned

bank.

Such a bank would require initial capital of approximately R306
million for the acquisition of a banking license, IT infrastructure
and systems, reserve requirements, a branch network and

working capital, among priorities.

This capital would be raised from both the Government and

]

TN

the black public at large across all provinces. This will be a fully-
fledged bank with licenses to receive cash reserve deposits,
make loans and offer products and services to municipalities,
Government departments, SOCs, the private sector, organised
labour, NGOs and CBOs and the general public.

The bank will encompass both commercial/retail banking
functions and investment banking solutions to offer various
products and services that are affordable, fit for purpose, tailored
to client needs, user friendly and accessible. The investment bank
would operate as a quasi-development and investment bank for
advancing a developmental mandate.

It is evident that the financial services sector
is unable, or unwilling, to meet the needs of
the majority of the people. This therefore

warrants for a radical shift on how black

people, supported by Government, should lead

in the establishment of an alternative offering

by establishing a directly black-owned bank.
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6.1

The R150 million initial capital will come from Government
for subscription of 49% equity in the bank and the black
public would subscribe for 519% for total capital of R156
million. Over the past few years South Africa has witnessed
the successes of BEE schemes and Initial Public Offerings
such as the NEF Asonge Share Scheme and many other

Shareholders and source of initial capital

JSE-listed BEE schemes that were oversubscribed, indicating
the availability of excess capital and a deep desire by the
black public to subscribe and participate in the economic
mainstream. The NEF is confident that the masses would
welcome and embrace the opportunity to hold shares in a
black-owned bank.

6.2 Additional deposits would be raised as follows

As an expression of its commitment to the quest for inclusive
growth, we believe that Government should redirect a
minimum 30% of its current deposits to capitalise the
establishment of the Black Bank.

The bank would take deposits from the public and as well
as from the national, provincial and local Government
departments and SOCs, and generate meaningful revenue
from services offered. For example the Government and

As an expression of its commitment to the
quest for inclusive growth, we believe that
Government should redirect a minimum
30% of its current deposits to capitalise the

establishment of the Black Bank.

public enterprises collectively had deposits of R279 billion in
the banks at the end of September 2016.

If the Government allocates 30% of these funds as a start, this
would be equivalent to R83.7 billion, which would provide
adequate liquidity to the Black Bank for lending activities. The
capital raised would unlock the growth of black businesses,
given historical and continuing constraints by black business
to access capital from commercial banks.

\
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6.3 The Black Bank would offer the following services:

® Manage municipal accounts, which
includes the payment of rates
and taxes as well as water and
electricity, for a fee,

e Handle state services such as the

payment of social grants and
payment of traffic fines,

e Black business financing,

® |nsurance,

e Savings and investments,

6.4 The role of the NEF in establishing a Black Bank

As a patriotic corporate citizen and
a catalyst in development finance,
the NEF is ready to play a quasi-
investment-banking role to the Black
Bank. To date the NEF has demonstrated
its capabilities by approving over 839
transactions worth more than R8.5

-
ey
-

’_

billion for black-owned and managed
businesses across the country, since
its capitalisation by Government
to the tune of R2.4 billion between
2005 and 2010. Further, the NEFs
achievements in developing greenfield
projects into a pipeline of 20 bankable
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® Payments of salaries and wages,

Black agricultural financing and

Affordable housing.

industrial projects with potential value
of R20 billion, makes the development
financier a worthy and willing partner
to help initiate the establishment of the
Black Bank.
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7.NEF recommendations for the transformation of the sector

As demonstrated in earlier sections of this submission, the
FSC has been ineffective in transforming the financial services
sector in order to bring about the meaningful and sustainable

economic empowerment of black people in South Africa.
Below are the improvement recommendations suggested for
the Draft Amended FSC:

7.1 Segregate and improve thresholds for the four (4) elements for targeted

investments
The 12 points under targeted investment should be allocated

evenly between the four elements being:
e Transformational Infrastructure

e Black SME Financing

e Black agricultural financing

e Affordable housing

This will serve to deter the financial institutions from
preferential selection of one of the above elements while still
obtaining the benefits of the full 12 points. 15 years later,
this change is long overdue.

7.2 Increase funding for targeted investments and black industrialisation

The banking sector's commitment to targeted investments
of R48 billion and R32 billion of black industrialist funding
is too low in an industry that had assets of R4.8 trillion in
September 2016. Indicatively, the Codes target minimum
direct black equity of 25% and therefore the banks must set

a target of at least R1.2 trillion for BEE transaction financing
black SME financing,
black agricultural financing, affordable housing and black

(transformational infrastructure,

industrialist funding).

7.3 Improve target for access to financial services

The sector must improve the provision of banking and
insurance services to black people. This requires the

| N\

development of affordable products and services.
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7.4 Conformity to Enterprise and Supplier Development (ESD)

In addition to the two sector-specific pillars, enterprise
development which is applicable to companies across
the economy is also a requirement for financial services
companies and it aims at fostering and developing new
and existing black companies through improving the levels
of assistance provided to such companies/suppliers in the
economy.

Examples of enterprise development include:

e skills transfer,

e secondment of staff,

® infrastructure support,

e providing financial, technical and administrative support
and assistance for the establishmentand growth of black
companies or suppliers

In the financial services sector this includes broking agencies
and/or enterprises through which the sector sells its products
and services.

In addition, where appropriate, financial institutions will refer
business opportunities to, and procure from, black-owned
financial institutions as an avenue to assist black SMMEs.

These functions are the conventional and reqular "business of
financial services" and are not necessarily transformative in
nature. The financial services companies are in the business
of providing funding, insurance products as well as savings
and investment products. Therefore the targets set for
transformation in the FSC code do not extend their mandate
past their core business offering. It is therefore recommended
that the sector invest and partner with DFls and other
government institutions in the implementation of ESD
programmes and/or co-investment in businesses supported
by such public sector entities, on concessionary terms.

7.5 Allocation of additional points for ESD compliance

Allocation of additional points for compliance with ESD
targets will be beneficial to the sector because ESD is one of
the major economic growth drivers. The sector should also

7.6 Socio-Economic Development (SED)

The sector should aggressively implementits SED programmes
and in instances where there are bottlenecks, then it should

pursue partnerships with the public sector entities to

pursue punitive measures for non-compliance by reducing
the overall score by one level.

accelerate support to black enterprises. It is also important
for mandatory reporting to establish the impact of SED by
the sector.
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7.7 Apply appropriate funding mechanisms

The current instruments available in the financial system of
the country do not adequately address the requirements of
the black entrepreneur. Effectively, an ecosystem designed

7.8 Increased partnership with DFls

Despite the contributions and the support provided to
black business by funding institutions there seems to be a
shortfall in the required support provided to this sector of
the economy by financial institutions. Development Finance

Institutions (DFls) offer alternate funding options for these

black businesses however they cannot carry the load alone as

their available capital is limited. Examples of values of assets
in the DFl sector are:

a. According to the South African Reserve Bank, at 30
September 2016 the Public Investment Corporation (PIC)
had assets of R1.9 trillion. This included direct and indirect
investments in ordinary shares of R962 billion. This was
equivalent to 7.2% of the JSE's market capitalization. The
PIC also finances almost 20% of Government debt.

b. According to National Treasury's 2017 Budget Review,
DFls in the country had assets of R254 billion. This was
equivalent to about 5.3% of total banking assets:

e At the end of March 2016, the Industrial Development
Corporation (IDC) had assets of R121 billion,

e At the end of March 2016, the Development Bank of
Southern Africa (DBSA) had total assets of R82 billion

e At the end of March 2016, the Land Bank had total
assets of R41 billion, and

e At the end of March 2016, the NEF had assets of R5.3
billion

e At the end of March 2016, the combined total assets
of other DFIs was R3.9 billion.

c. The Government and public enterprises had deposits
of R279 billion in the banks at the end of September
2016, which was equivalent to about 8.2% of total bank
deposits.

and built with the unique challenges of these entrepreneurs
would need to be created.

The above figures provide an overview of the size of the
sector that should be transformed. Overall, they show that
the Government is an important but rather small player in
the banking industry. However Government still remains a
meaningful player in the sector:

a. Government has a meaningful presence in the long-
term savings sector. In 2013, public sector pension funds,
SOCs and municipalities accounted for about 45% of
all retirement funds, while 25% of the country's total
investment and savings industry was worth R6.5 trillion.

b. In reference to the 17 listed financial services companies
analysed herein, the PIC has invested approximately R153
billion, equivalent to 9.3% of their market capitalisation.
| addition to this, the PIC holds equity interests in at least
16 of these companies.

There have been calls for more financial institutions built
specifically for the needs of black entrepreneurial business,
which are shunned because of their high risk profile (in the
traditional sense) by the formal banking sector.

This would be the space where, in a more formal economy,
DFls, venture capitalists, angel funders and seed funders
would find themselves. However, this market is quite small
in South Africa and leaves black entrepreneurs in the cold as
the formal banking sector is found to be unwilling to expose
themselves to this perceived high risk. Figure 5 depicts the
position that black entrepreneurs will mostly find themselves
in South Africa.
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Figure 5: Entrepreneur business lifecycle

Black business hardly makes it above the graph, as many
remain in the inception, prototype and roll out stages of the

7.9 Prevention of value leakage

Value leakage in the financial system should be prevented

such as transfer pricing which is tantamount to fronting
as it undermines the objectives of transformation. The real

32‘

curve, with very few making it to rapid growth stages and
above.

value accruing to black people is diluted when this practice
is employed in transaction structuring and implementation.

= %
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7.10 Monitoring and Evaluation of the Sector

A matter of grave concern is that the sector is poorly
monitored and evaluated. As the 2013 Review Report of the
FSC Council states, only 70 out of 1423 financial institutions
to whom the FSC Code is applicable responded to the call
to submit annual results to the councils, resulting in a mere
4.920% response rate. This poor submission and reporting
demonstrates the lack of support for the transformation of
the sector and warrants mandatory reporting and imposition
of stringent penalties for delinquent behaviour. The benefits
of monitoring and evalution for the sector are as follows:

a. Collection of continuous correct data;

b. Ability to compare progress and identify bottlenecks early;

c. ldentification of uncooperative and delinquent
organisations;

d. Accurate reporting.

The B-BBEE Commissioner as well as various relevant
regulatory bodies such as the South African Reserve Bank
(SARB), the Banking Supervision Department, National Credit
Regulator (NCR), Financial Service Board (FSB), and the
JSE will need to increase their monitoring and evaluation
functions in order to report on progress in this sector.

7.11 Preferential Procurement as an anchor to Transformation

If the argument were to be placed that the country's net
measurable procurement spend is R1 trillion, hypothetically,
the codes would require that at least 40% of that is spent with
black-owned business and 12% with black-women-owned
businesses. This translates to approximately R400 billion and

Table 3: lllustration of impact of required spend in South Africa

R120 billion for black and black woman-owned-businesses
respectively. There is currently not enough funding available
in the DFl space to fund the procurement needs of black
business. Table 3 is an illustration of the spend requirements
for the R1 trillion South African market:

BEE Scorecard Requirement Targeted Spend

EME Suppliers

QSE Suppliers

Black Owned Suppliers

Black Women Owned Suppliers

This would mean that as a minimum, up to R400 billion of
work granted to companies across the economy should be
delivered by black business. A significant portion of this
would need to be funded for working capital, transitional
loans, debtor/invoice factoring, and capital raising, amongst
others. All these relate to financial support, and other
forms of support include non-monetary support such as
management development skills transfer, back office support,
use of facilities at discounted rates, etc.
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15% R150 billion
15% R150 billion
40% R400 billion
12% R120 billion

The NEF believes that Government must use procurement
as a catalyst for transformation by making it mandatory
for private and public sector entities to fulfil the national
transformation objectives through the implementation of
the preferential procurement requirements of the amended
codes.

Ownership funding models and targets must fulfil the set
targets per the codes, i.e. (25%-+1 vote for voting rights and
25% economic interest in the hands of black people).
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7.12 Establishment of a directly owned Black Bank

Increase competition by establishing a directly black- such as Deutsche Bank and Commerzbank - and a
owned bank in order to foster competition in the sector, considerable number of smaller regional banks,
de-concentrate the sector and encourage the creation of a @ Savings Banks with a market share of 28%. These banks -
diversity of institutions that respond to consumer needs and national and regional - have Government involvement,
national priorities. This will require the development of a @ Cooperative Banks with a market share of 14%, and
vision of the future structure of the industry. Examplesinclude ~ ® Other banks with a market share of 20%. Since these

the German “three pillar" banking system, which, according banks are so diverse, they are not referred to as a fourth
to Behr and Schmidt (2015), is structured as follows: pillar. They include mortgage and other special purpose
® Private commercial banks with a market share of 39% in banks.

2014. This pillar includes big banks - household names
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8. Conclusion

It is evident that the FSC has short comings in terms of
reforming the sector and has proven to be a blunt tool in
driving transformation, employment and radical change. The
NDP is premised on economic growth and this instrument of
transformation fails to deliver on the growth objectives of
the nation and redistribution of wealth.

Transformation has remained a voluntary process in South
Africa, even as the financial services sector raised its hand
to be the first of the sectors in the economy to develop
a framework for transformation, the process was not
mandatory and was thus driven by procurement.

The greatest challenge facing black entrepreneurs in South
Africa is access to markets. Although many incubation
support programmes exist, offering office space and training,
this does not seem to translate to more business for the

entrepreneurs, while their clients are able to claim their
full Enterprise Development points. It is not one more excel
training course that is required, but rather:

® access to business opportunities,

® capital to fund these business opportunities, and

e technical support.

There are strong and legitimate reasons to support the idea of
a financial institution that is owned, managed and controlled
by black people with the primary intention and focus to
develop and provide financing without strictly being required
to abide by the solvency requirements of Basel IIl (not a bank).
This institution should be a hybrid between a formal bank
and a DFI with a clearly articulated developmental mandate.
The intention of this entity would be to facilitate a strategic
partnership through which Government can enable market

access and funding opportunities for black entrepreneurs.
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HOW TO REACH THE NATIONAL EMPOWERMENT FUND

Head Office Gauteng Province

West Block, 187 Rivonia Road, Morningside 2057, PO Box 31, Melrose Arch, Melrose North 2076
Tel: +27 (11) 305 8000 | Fax: +27 (11) 305 8001 | Call Centre: 0861 843 633 | 0861 (THE NEF)
applications@nefcorp.co.za (Funding) | info@nefcorp.co.za (General Enquiries)

Eastern Cape Province

7b Derby Road, Berea, East London 5241

Tel: (043) 783 4200 | 0861 NEF ECP (0861 633 327) | Fax: 0861 ECP NEF (0861 327 633)
easterncape @nefcorp.co.za

Free State Province

34 Fountain Towers, Corner Zastron and Markgraaf Street, Westdene, Bloemfontein, 9300
Tel: (051) 407 6360 | 0861 NEF FSP (0861 633 377) | Fax: 0861 FSP NE F (0861 377 633)
freestate @nefcorp.co.za

KwaZulu-Natal Province
Smart X - Change Building, 5 Walnut Road, Durban, 4001
Tel: (031) 301 1960 | 0861 NEF KZN (0861 633 596) | Fax: 0861 KZN NEF (0861 596 633) | kzn@nefcorp.co.za

Limpopo Province
Suite 8, Biccard Park, 43 Biccard Street, Polokwane 0699
Tel: (015) 294 9200 | 0861 NEF LIM (0861 633 546) | Fax: 0861 LIM NEF (0861 546 633) | limpopo@ nefcorp.co.za

Mpumalanga Province

Trust Building, 16 Brander Street, Nelspruit, 1200

Tel: (013) 754 9860 | 0861 NEF MPU (0861 633 678) | 013 754 9860
Fax: 0861 MPU NEF (0861 678 633) | mpumalanga@nefcorp.co.za

Northern Cape Province
Block Three, Ground Floor, The Montrio Corporate Park, 10 Oliver Road, Monument Heights, Kimberley
Tel: 0861 NEF NCP (0861 633 627) | Fax: 0861 NCP NEF (0861 627 633) | northerncape @nefcorp.co.za

North West Province

32B Heystek Street, Sunetco Office Park, Ground Floor, Rustenburg, 0299

Tel: (014) 523 9220 | 0861 NEF NWP (0861 633 697) | Fax: 0861 NWP NEF (0861 697 633)
northwest@nefcorp.co.za

Western Cape Province

Suite 2818, 28th Floor, ABSA Centre, 2 Riebeek Street, Cape Town 8001
Tel: (021) 431 4760 | 0861 NEF WCP (0861 633 927) _
Fax: 0861 WCP NEF (0861 927 633) | westerncape @nefcorp.co.za Limpopo

Mpumalanga

Gauteng
North West

Free State KwaZulu-Natal

Northern Cape

Eastern Cape

Western Cape

STOP Fraud, Corruption and Theft

Contact Tip-Offs Anonymous on 0800 212 705 or email nef@tipoffs.com
National Empowerment Fund Trust (established by Act 105 of 1998) IT: 10145/00
www.nefcorp.co.za | www.nefbusinessplanner.co.za
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